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SUBJECT: PROPERTY TAX EXEMPTION OF INTANGIBLE ASSETS

| am pleased to present to you the Department of Revenue' s report on the property tax exemption
of intangible assets. This study was conducted in response to ESSB 5286, which was enacted in
1997.

Section 7 of the legidation stated the following:

By December 1, 2000, the department of revenue shall submit a report to the
house finance committee, the senate ways and means committee, and the office of
the governor on tax shifts, tax losses, and any litigation resulting from this act.

This report answers the questions prescribed in the legislation on tax shifts and losses and
litigation. Additionally, it provides background information on Washington’s statutes, the
property tax assessment process, circumstances in Washington leading up to the 1997 exemption,
and national trends in taxation and litigation related to intangible persona property. The
appendices include the full text of relevant legislation and the fiscal note on ESSB 5286, a
survey of states on taxation of intangibles, detailed information provided by county assessors,
and areport on utility valuations prepared by the Department.

The report was compiled by the Property Tax, Research, and Legisation and Policy Divisions.
Please call David Saavedra, Property Tax, at (360) 570-5861 or Don Gutmann, Research, at
(360) 570-6073 if you have questions about the contents.

cc: Governor Gary Locke
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PROPERTY TAX EXEMPTION OF INTANGIBLE ASSETS
Implementation of Chapter 191, L aws of 1997
(ESSB 5286, 1997 Session)

EXECUTIVE SUMMARY

Washington's 1997 Legislature passed Chapter 181, Laws of 1997, amending RCW 84.36.070 to
exempt from ad valorem taxation intangible personal property. Washington’s property tax
exemption statutes already excluded certain financial intangibles such as cash and accounts
receivable from property taxation, but this change in the law significantly broadened the
exemption. The exemption became effective for assessments as of January 1, 1998, and taxes
collectible in 1999.

Section 7 of the legidation stated the following:

By December 1, 2000, the department of revenue shall submit a report to the
house finance committee, the senate ways and means committee, and the office of
the governor on tax shifts, tax losses, and any litigation resulting from this act.

This report answers the questions prescribed in the legislation on tax shifts and losses and
litigation. Additionally, it provides background information on Washington's statutes, the
property tax assessment process, circumstances in Washington leading up to the 1997 exemption,
and national trends in litigation related to intangible persona property. The appendices include
the full text of relevant legislation and the fiscal note on ESSB 5286, a survey of states on
taxation of intangibles, areport on utility valuations prepared by the Department, and detailed
information provided by county assessors.

The Department’ s response to the study requirements is summarized below:

Changes in Assessed Value for State-Assessed Property (Intercounty Utilities)

A fiscal note completed before the legislation passed estimated the value of state-assessed
properties would decline by $811 million (6.7 percent) in 1998, the first year.

Actual state-assessed values in 1998 were $879 million less than they would have been
without broadening the exemption. This represents a 7.1 percent reduction. Assessed values
totaled $11.5 billion rather than $12.4 hillion.

For state-assessed properties, 1999 assessed values were $775 million less than they would

have been. This represents about a 5.9 percent reduction. Assessed values totaled $12.4
billion rather than $13.2 billion.
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Changes in Assessed Value for Locally-Assessed Property

The fiscal note written for the exemption estimated the loss for locally-assessed property at
$1.153 billion for the 1999 assessment year.

The Department surveyed each of the 39 county assessors and asked if the intangibles
exemption resulted in an impact on local assessed values. Six counties responded with an
estimate of impacts for the 1999 assessment year as follows:

Adams County $20,000,000
Clallam County 25,000,000
Pierce County 8,200,000
Thurston County 8,000,000
Whatcom County 100,000,000
Whitman County 200,000
Total Assessed Value $161,400,000

Tax Shifts and Losses

The primary impact of the exemption on other property owners has been to cause a property
tax shift from state-assessed utilities and complex commercial property owners to residential
and genera commercial property owners. Total tax shifts (state and local) in 2000 are
estimated to be $9.7 million. This trandates into a $2.96 increase in property taxes due for
the owner of aresidence valued at $100,000.

There was no revenue loss to the state General Fund because all of the state impact is
represented by tax shifts. Local revenue losses are estimated to be $1.5 million in calendar
year 2000. Thislocal loss is attributable to taxing districts which could not absorb the shift
because they are up against their statutory tax rate limit.

Litigation

There are no recent decisions in the state of Washington that specifically address the
inclusion of intangible personal property in assessments. Four cases are pending in boards of
equalization in Snohomish, King and Adams Counties, one case in the Board of Tax Appeals
in Adams County, and a circumstance in which a taxpayer has paid under protest in Kitsap
County Superior Court.

On anational level, courts have dealt with issues primarily focused on state-assessed
valuations and have generally supported current valuation methods used by Washington.
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The Department’ s conclusions and recommendations are summarized below:

The actual value loss for the 1998 assessment year is somewhat higher than expected for
state-assessed property and somewhat lower than expected for the 1999 assessment year.
The actual value loss for locally-assessed property is significantly less for those counties that
reported to the Department. For state-assessed property the actual value loss was $879
million compared to a fiscal note forecast of an $811 million loss. For locally-assessed
property the actual value loss was $161 million compared to an estimated $1.082 billion.

The new exemption has not created a litigation backlog in the courts. Aside from afew cases
waiting to be heard, this issue has not been litigated at any level in the past two years.
Assessors have either maintained their assessment practices or made minor changes to their
methods to ensure that intangibles are not assessed.

The exemption provided by ESSB 5286 is aso compatible with the national trend to exempt
intangible personal property and, more importantly, is similar to statutes of the fourteen
western states.

Long-term impacts are not known. The trends in other states are fairly recent and do not
provide information indicating what could happen in Washington State. It will take several
years for the impacts of this legidation to be fully realized or measured. The few cases now
pending are fairly recent filings. Astime progresses, it is anticipated that the interpretation
of this exemption and its implementation by state and local government may be refined by
thejudicial system.

Because of this uncertainty over long-term effects, it is recommended that the Department
prepare a periodic study of the tax shifts and losses and litigation results.
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CHAPTER 1: WASHINGTON STATE BACKGROUND

WASHINGTON STATE LEGISLATIVE BACKGROUND

Under the Washington State Constitution, the term “ property” is very broadly defined to “include
everything, whether tangible or intangible, subject to ownership.” There are two classes of
property: real and personal. Intangibles are usually classified as personal property. However,
sometimes certain attributes of intangible persona property influence the value of real property.

Taxable real property is defined in RCW 84.04.090, with certain exceptions, to include:

...the land itself, whether laid out in town lots or otherwise, and al buildings,
structures or improvements or other fixtures of whatsoever kind thereon,...

Taxable personal property is defined in RCW 84.04.080 to include:

...l goods, chattels, stocks, estates or moneys;...and al property of whatsoever
kind, name, nature and description;...Provided, That mortgages, notes, accounts,
certificates of deposit, tax certificates, judgements, state, county, municipal and
taxing district bonds and warrants shall not be considered as property for the
purpose of thistitle, and no deduction shall hereafter be made or allowed on
account of any indebtedness owed.

The first statutory exemption of intangible persona property was enacted in 1931 (Laws of 1931,
ch. 96, s. 1.). Financia intangibles such as cash, mortgages, notes, certificates of deposit,
judgments, moneys on deposit, stocks and bonds were exempted from property tax. This
exemption was codified as RCW 84.36.070 in 1961 (Laws of 1961, ch. 15, s. 15.). In 1974 the

L egislature broadened the exemption to also exempt nongovernmental personal service contracts
or private nongovernmental athletic or sports franchises and agreements (Laws of 1974, Ex.
Sess,, ch. 118, s. 1.). At the time RCW 84.36.070 was amended in 1997, statute exempted
financial intangibles' from property taxation, private nongovernmental personal service
contracts, and private nongovernmental athletic or sports franchises and agreements, which did
not pertain to the use or possession of tangible personal or real property.

The 1997 amendments to RCW 84.36.070, embodied in ESSB 5286 (see Appendix A), changed
the structure of the statute and specificaly listed the types of intangible personal property, other
than financial intangibles and sports contracts and franchises, that are exempt from property tax
(Laws of 1997, ch. 181, s. 1.). Under the revised statute, three different types of intangible
personal property are exempt from taxation: (1) financial intangibles; (2) private
nongovernmental service contracts and private nongovernmental athletic or sports franchises or
agreements that do not pertain to the use or possession of tangible personal or real property; and

! Financial intangibles include mortgages, security agreements and security interests under the

Uniform Commercial Code, all money on deposit in banking institutions, solvent credits, notes,
debentures, shares of capital stock, bonds, deeds of trust, and cash on hand.
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(3) other intangible personal property such as trademarks, trade names, brand names, patents,
copyrights, trade secrets, franchise agreements, licenses, permits, core deposits of financial
institutions, noncompete agreements, customer lists, patient lists, favorable contracts, favorable
financing agreements, reputation, exceptional management, prestige, good name, or integrity of a
business (sometimes referred to as intangible assets). The amended statute specifically does not
preclude the use of, or departure from, generally accepted appraisal practices and the appropriate
application in the valuation of real and tangible personal property.

Washington deals with property taxation of computer software, which is treated as a subset of
intangible personal property in some states, in a separate statute. Certain types of computer
software are exempt under RCW 84.36.600 which was enacted in 1991. RCW 84.36.600
specificaly exempts all custom software (except embedded software), retained rightsin
computer software, modifications to canned software (but the underlying canned software is
taxable under RCW 84.40.037), and master or golden copies of computer software. (RCW
84.36.600.)

WASHINGTON STATE PROPERTY ASSESSMENT PROCESS

County assessors have the statutory obligation to identify and assess (value) all taxable property,
both real and personal, that is located in their county. One exception to this is the valuation of
intercounty utilities. Generally referred to as state-assessed properties, they are inventoried and
assessed by the Department of Revenue as operating companies. The valuation information is
then forwarded to the appropriate counties for placement on the local tax rolls.

The development of an inventory of real and personal property involves three distinct processes.

For real property, assessors identify every legal parcel of real property and physically inspect
it on aregular basis. Statutes mandate that assessors maintain current maps and
characteristics of site and improvements. There are requirements in law for regular
inspections and routine updates of physical information as well as assessed values.

For personal property, owners of taxable personal property are required to submit an affidavit
to the assessors each year that lists al personal property in their ownership or control.

For state-assessed properties, each company is required to compile and submit an annual

report that includes a significant array of information ranging from asset listings (smilar to a
persona property affidavit) to audited financial statements and stockholder reports.
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The methods for determining assessed value of real and personal property are defined in statute
and allow for the use of the three commonly recognized valuation methodol ogies:

Sales Comparison Approach--a comparison of a subject property to comparable properties
that have recently sold.

Cost Approach--an estimate of what it would cost to build a comparable structure,
recognizing the subject's physical state and position in the market.

Income Approach--for properties that are typically bought and sold as income-producing
assets, an estimate of the net operating income (gross operating revenue less operating
expenses) and capitalization of that estimate by a rate developed by the market. Thisrateis
typically developed by analyzing the expectations and actions of buyers and sellers of
recently sold, comparable properties. Cash flow expectations for future years can aso be
analyzed and discounted to the present to estimate the value of income-producing property.
This type of analysis is more typical in larger, institutional-quality commercia investments.

The methodologies that are best suited for an individual property or property type are determined
by reviewing the actions of the market of relevant buyers and sdllers. It is aso important to
assess the quality of data and analysis that is available to the appraiser at the time of the
appraisal. Washington statutes encourage the use of, and reliance on, a sales comparison
approach whenever possible, but acknowledge the relevance and necessity of all the noted
approaches in certain circumstances.

For residential properties, use of a sales comparison approach is most common. Another popular
method is the use of a cost model that has been adjusted to account for the specifics of an area or
property type, based on salesin the area. Thereistypically no intangible personal property
associated with the valuation of residentia properties.

Simple commercial properties include those properties that are generally leased for business-
related purposes, generating rent to the owners. Because thisis the viewpoint of the market of
buyers and sellers, this has typically been the viewpoint reflected by the valuations generated for
assessment purposes. These types of properties can be vaued by the sales comparison approach,
the cost approach, and by using an income approach that estimates the level of market rent
(income) and related expenses that a similar property can be expected to incur in that market.
Even if the user owns these types of properties, typical market rent analysis usually can be
applied to provide an indication of value that would be relevant to the general marketplace. In
the valuation of simple commercia properties, there is also little likelihood of intangible
personal property value being included. In the income approach, the income being analyzed is
the rent and related expenses associated with the usage of the land and buildings. As such, there
IS no recognition of any intangible relationships or rights that are being housed in the real estate.
The same is true for a sales comparison analysis. Properties with similar characteristics are
generaly bought and sold exclusive of tenancies by investors, with greater consideration being
given to long-term market rent and appreciation potentials.

Complex commercia and industrial properties are a unique class of properties where it is more
difficult to estimate the value of the real estate exclusive of the user. These are often properties
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that in order to have operational value require an inclusion and integration of various real and
personal property assets that cannot stand alone. They are aso often built by owner-users as an
integral part of the business rather than for independent, income-producing potential. Examples
of these properties are hotels and resorts, and manufacturing facilities such as sawmills,
refineries, and paper manufacturing. All three approaches to value are appropriate for the
valuation of these types of properties, but the analysis can be complex. It is often difficult to
develop areliable sales comparison approach for these properties because they are each often
unique, the sales are limited in number, and/or the analysis of the salesis difficult or unclear.
Cost approaches have been commonly used for these properties in the past. However, it can be
difficult to account for all the assets and estimate their value as a component of the overall
property. There are also typically significant "soft" costs that are associated with the integration,
design, and financing of large projects over along period of time that can be difficult to
incorporate into the final value estimate. Income approaches can be utilized for these types of
properties, but it is essential to be clear and consistent in the utilization of an appropriate revenue
estimate (and appropriate costs) that are attributable to the property that is taxable.

For central assessments (public utilities assessed by the Department of Revenue) the same issues
that are relevant in the valuation of complex properties apply. Thereis, however, an additional
analysis of stock prices and associated company debt that has been noted in statute and has
historically been a significant indicator in the valuation of utility companies overal.

In complex industrial properties there is greater potential that intangible personal property may
exist. If an income analysisis generated that begins with consideration of business revenue,
there is the potential that intangible persona property values may be included. If salesare
considered, there is also a potential that the properties that changed hands included both taxable
and nontaxable value.

The sameis true in any income analysis, sales comparison, or analysis of stock values and
related debt that is done in the valuation of state-assessed properties.

Therefore, prior to 1998, the methodologies alowed by statute were only likely to recognize and
include intangible personal property incorporated and associated with complex commercial and
utility properties. It isalso likely that the inclusion of intangible persona property varied
depending on the methods utilized by each appraiser or assessor and the skill and quality
represented by the individual appraisals.
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EVENTSPRIOR TO 1997 EXEMPTION

Changesin IRS Laws Accentuate Presence of Intangible Persona Property

Intangible personal property was legally recognized as taxable prior to 1998. Some assessors
included it (at least to some degree) in the assessments of complex properties in some cases
where an income approach or sales approach generically recognized related value. Assessors did
not inventory and value these assets based on the literal definitions of taxable intangible personal
property. Some assessors, until the early 1990s, had little awareness that this property was
specifically taxable. No counties actively strove to inventory intangible personal property, or
assess it.

Not until the mid-1990s when Internal Revenue Service rules changed did the treatment of
intangibles for property tax purposes emerge as a discrete issue with regards to local property
assessments. 1n 1993 the IRS allowed for accelerated depreciation of purchased intangible
personal property assets. Owners began to show them more frequently on asset listings and these
assets began to appear more frequently on personal property affidavits being submitted to
assessors.

For example, if you purchased the practice of aretiring professional (a dentist, for example) you
would likely acquire the tangible personal property of the retiring dentist, but a majority of the
value would have been the exclusive access to the patient lists. The value associated with the
patient lists could be identified as an asset, with arelated value, and depreciated over 15 years.
Prior to 1993, it was more common to have business transactions with all the value associated
with tangible assets because they provided the most advantageous depreciation opportunities.

As these assets began showing up more frequently on the affidavits, some assessors began
specifically assessing them as a personal property asset--typically at the original value noted on
the affidavit. Property owners who had identified intangible personal property which was being
assessed and taxed became disgruntled, not only because they were not aware that these assets
were taxable, but also because there was an apparent inequity: patient lists, etc., were not
assessed unless they were recently acquired. The same assets owned by a business that had not
been sold were unlikely to be listed and assessed.

Assessors, on the other hand, were unable to accurately inventory or value intangible persona
property countywide. By definition, these assets have no physical presence and typically cannot
be recognized until someone has purchased them and indicated that there is value.

Estimated Universe of Intangible Persona Property Vaue

The theoretical question has been raised: If county assessors had been able to locate, establish a
situs for, and assess all intangible personal property unrelated to real or tangible personal
property, how much value was potentially unassessed?
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It is extremely difficult to provide a definitive answer because the universe of property is not
identifiable. The Department can only provide an estimate of the value of intangible personal
property based on some reasonable assumptions.

There are three years of estimates of the valuation of state-assessed properties. These estimates
indicate that, overall, intangible personal property assessed prior to the exemption is between 5.6
percent and 7.1 percent of the assessed values that are being estimated currently (subsequent to
the exemption).

For complex industrial and commercial properties, asimilar range of intangible value could be
assumed. Thiswould recognize the full range of intangible personal property assets that could
be presumed to exist if property assessments for commercial properties were based on an
evauation of business income rather than market rent or property-related income alone. This
would appropriately identify relevant assets such as goodwill, client lists, professional libraries,
favorable contracts, and the numerous other intangible personal property assets that had been
identified as taxable in the pre-existing statutes.

If this percentage estimate is applied to the statewide 2000 value of commercial and industrial
property, the universe of taxable intangible personal property is estimated to range as follows:

At 5.6 percent $5.3 billion
At 7.1 percent 6.9 billion

Assessor Use of Income Approach Methods Increases

During the mid-1990s, assessors statewide became more knowledgeable in the application and
utilization of income approach methodologies. Where, historically, assessors had typically
valued complex commercial property exclusively by the cost approach, they were now more
confident in analyzing income and expenses and accounting for the value of the assets as a going
concern. In some cases, this resulted in significantly higher assessed values for commercial
properties.

Severa counties were also requesting income information from tenants of genera commercial
properties as part of the revaluation process. Some taxpayers became concerned that assessors
would value their business income rather than market rents for the real property.

DOR Successfully Defends Taxation of Intangible Personal Property in State-Assessed
Properties

Meanwhile, Burlington Northern (BN) challenged the Department on their assessed values and
uniform treatment. BN alleged discrimination because the Department’ s valuation of the
company included intangible value, and alleged these values were not assessed at the local level.
Thus, they claimed a "de facto” exemption was awarded to properties valued by county
assessors. The Federal Court disagreed, stating that county assessors had valued "some”
intangibles, and that any discrimination was remedied by the proper application of the
equalization process employed by the state.
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The equalization process referred to is the Department’s annual ratio study of assessed values to
determine the level of actual assessment relative to market value in each county. The study is
primarily areview of the difference between the sale price and the assessed value at the time of
sale for properties that have sold. Two main purposes of the ratio that is developed from this
study is to adjust the state school levy in each county to "equalize" statewide collections and to
adjust state-assessed utility valuations to the level of assessment in each county.

One aspect of this study is the analysis of personal property. While there is an active and well-
documented market of real property transactions, there is little traceable information on the sales
of personal property. To anayze this component of the assessment rolls, the Department
randomly selects accounts from the personal property rolls in each county and does an account
audit. This process includes the request and review of financial information for the business
account selected.

The Federal Court’s decision in the BN case created a higher profile for thisissue. The decision
clarified that these assets were taxable and should be inventoried and assessed. The Department
included intangible persona property book values in the audits used in the ratio study. The
added value in these accounts reduced the ratios in many counties, which resulted in increased
state school levy rates in these counties.

In response, assessors began to specifically request inclusion of this information on the affidavits
and included it in the assessment roll. Some businesses, in turn, became concerned that assessors
would use methods that had commonly been used only on utility properties such as stock and
debt analysis. Would assessors start using business income information as a basis for
determining intangible personal property values?

Against this backdrop, the makeup of the nation and Washington State’s economy was changing
with a significant increase in intangible assets, particularly intellectual property. For many high
technology and information-based companies, their most valuable assets are intangible assets.
This heightened concerns that these assets were becoming susceptible to property assessment and
taxation.

DOR Advises Assessors Not to Actively List and Assess Intangible Personal Property for
Interim Period of Study

As this issue began to escalate, the Department became concerned that intangible values that
may have aready been picked up in some assessments of real property might be double assessed
if assessors actively pursued listing and valuing personal property. It was felt necessary to
maintain the status quo until the issue could be more clearly understood and explicitly addressed.
In 1995 the Department wrote a letter to all assessors advising them not to ask for separate
reporting of intangibles on the personal property affidavit. In 1996 another memo was sent.
Noting the "complex challenges' associated with uniform identification and valuation of
intangible persona property, the Department advised the assessors not to list and value
intangible personal property separately. The Department also noted that its advice was
provisional, since the issue may be addressed by the current legislature.
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DOR Sponsors Multi-Stakeholder Task Force

As the controversy intensified, in 1995 the Department decided to work with stakeholders by
organizing an independently facilitated task force to study the issue. The group included
Department personnel, representatives of county assessors, and representatives of the
Association of Washington Business, and was facilitated by Steve Seward, a private attorney
from Seattle. The goals of the task force included an initial period of mutual education and
research to better understand the scope of the issues. This process and subsequent discussion
allowed the group to clarify points of agreement and consider differences.

The group worked for more than a year but was unable to arrive at a consensus recommendation
on how to address the issue and whether to seek legislation. However, certain areas of general
agreement were reached:

A significant amount of intangible persona property that was legally taxable in Washington
was not, and had never been, assessed.

It was not feasible to administer a complete inventory of intangible personal property for
assessment purposes because of the difficulty of identifying non-physical assets that had not
necessarily been sold and, therefore, legally recognized.

Even if the intangible assets could be generically identified, it would be extremely difficult to
value them independently or accurately without sale activity and clear identification.

Business representatives opposed broadening of the commercial tax base by specifically
assessing intangible personal property assets.

Assessors expressed concern that any solution must not compromise the ability to assess real
property at its highest and best use. All parties agreed that assessments of real property
continue to utilize generally accepted appraisal practices as outlined by Uniform Standards of
Professional Appraisal Practice (USPAP).

Proposed solutions had to recognize the potential for tax shifts, possibly to residential
properties, that could be a consequence of any significant exemption of property value.

The goals of most parties included maintenance of as much of the existing system as possible.
This included maintaining the "status quo™ of real property valuation processes and procedures,
maintaining the assessment of tangible personal property, and not requiring the separate listing
and assessment of intangible personal property.

Legidation Proposed in 1996 and Passed in 1997

In 1996, legidation was passed by the Washington House of Representatives, but it did not pass
in the Senate. Proponents stated that |egislation was needed to prevent intangibles that were
currently not assessed from being subject to the property tax in the future. A controversy
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centered on whether the legidation would maintain the status quo or compel a changein
assessment practices, thus creating unintended consequences.

Legidation was again proposed in 1997. Thistime it was passed by the House and Senate and
signed into law by Governor Locke. The legislation included a provision requiring the
Department of Revenue to study the impacts of the bill after implementation and report to the

House and Senate fiscal committees and the Office of the Governor on tax shifts, tax losses, and
litigation resulting from the act.
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CHAPTER 2: RESPONSE TO STATUTORY REQUIREMENTS

STATE AND LOCAL IMPACT OF EXEMPTING INTANGIBLE PERSONAL
PROPERTY

This section compares the actual impact of the intangible exemption on assessed values to those
expected at the time the legidation was passed. It includes a description of the methodology for
estimating the origina value loss and the actual value loss. Finally, this section provides
estimates of the shifts and losses for state and local property taxes resulting from the exemption
for taxes due in calendar year 2000.

State- and Locally-Assessed Value Estimates and M ethodol ogy

In the original fiscal note, the Department estimated value loss for state-assessed properties
through a series of meetings with representatives of the utilities. Five industry groups were
interviewed and asked the impact of removing intangible property from their 1996 assessed
value. In all, the Department interviewed 15 companies representing over 62 percent of the total
assessed value of all state-assessed companies. The results of the sample data were then applied
to the companies not interviewed. The fiscal note estimated the value loss at $773 million for
taxes due in calendar year 1997. Using growth rates contained in the Forecast Council’s
November 1997 forecast, the estimate grew to $833 million for taxes due in calendar year 2000.

The fiscal note estimated the loss in value for locally-assessed properties at $967 million for
taxes due in calendar year 1997. The Department estimated this value loss through an analysis
of ratio study appraisals. The difference between cost and market value was assumed to be a
proxy for the value of intangible assets. It was estimated that 1.7 percent of the commercial and
industrial property in each county represented intangible assets. State assessed properties were
excluded from this calculation. The estimated value loss for taxes due in calendar year 2000 was
$1.153 hillion.

The Department determined actual value loss for state-assessed properties by calculating a value
for each state-assessed company with and without the intangible exemption. Utility value
estimates were based on the cost, sales comparison, and income approaches to valuation. The
actual value loss for taxes due in calendar year 2000 was $775 million.
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The value of exempted locally-assessed intangibles was determined for taxes due in 2000 by a
survey of all 39 county assessors. This survey is summarized in Appendix D. Six county
assessors responded with an estimate of the value loss. These were as follows:

Adams County $20,000,000
Clallam County 25,000,000
Pierce County 8,200,000
Thurston County 8,000,000
Whatcom County 100,000,000
Whitman County 200,000
Total Assessed Value $161,400,000

The following table summarizes the estimates for the actual value loss and the estimated |oss
contained in the fiscal note. All value losses are for taxes due in calendar year 2000.

Fiscal Note Actual
State-Assessed Property $833,000,000 $775,000,000
Locally-Assessed Property $1,153,000,000 $161,400,000

The Department’ s Property Tax Division maintains a database containing the real and personal
property values for each state-assessed company across each property tax district within the state.
The Property Tax Division calculated the value of exempted intangibles for each company that
the Division assesses. This intangible value was allocated to every taxing district by multiplying
the company’ s value of intangibles by the percentage of the personal property owned by a
company in that district as compared to the statewide value of personal property owned by the
company.

Tax Shifts and L oss Estimates and M ethodol oqy

The Research Division maintains a property tax model containing the value, rate and levy for al
taxing districts in Washington. The Division also has al the data necessary to compute the
maximum allowable levy under statutory levy limitations for all regular taxing districts. This
allows the replication of current law property tax levies across the state. The latest information
available is for taxes due in calendar year 2000.

Once the intangible values were added to each district’s tax base, the allowable levy was
recalculated and a new rate was determined with the higher assessed value. For special levies
the current law levy was used to compute a new rate by using the increased assessed value. The
new recalculated levies and tax rates were compared to the actual levies and tax rates for each
taxing district and losses and shifts were computed.

The following tables show local shifts and losses by county and by type of taxing district. For
taxes due in calendar year 2000, losses to local property tax districts totaled $1,466,600 while
shiftsin local property tax levies were $6,924,500. Losses generally occur in those districts
whose tax rates are at their statutory rate maximums. If the value of the intangibles were added
to the tax base the district would have been able to generate additional revenue subject to its levy
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limit. Shifts occurred when a district is levying its maximum allowable levy. Any increasein
value only resultsin alowering of the district’s tax rate.
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County
Adams

Asotin
Benton
Chelan
Cldlam
Clark
Columbia
Cowlitz
Douglas
Ferry
Franklin
Gafidd
Grant

Grays Harbor

Idand
Jefferson
King

Kitsap
Kittitas
Klickitat
Lewis
Lincoln
Mason
Okanogan
Pacific

Pend Oreille
Pierce

San Juan
Skagit
Skamania
Snohomish
Spokane
Stevens
Thurston
Wahkiakum
WadlaWala
Whatcom
Whitman
Yakima
Totd

Loss
$179,100
4,000
8,800
7,000
16,400
71,100
3,200
16,300
8,400
9,100
106,100
3,300
29,400
7,000
3,500
100
80,400
33,700
500
3,100
32,000
27,100
2,600
7,900
2,700
4,900
268,500
200
3,500
3,800
75,300
32,400
45,400
64,900
100
39,300
78,500
11,900
175,100

$1,466,600

LOCAL REVENUE IMPACT OF EXEMPTING INTANGIBLES BY COUNTY
1999 ASSESSED VALUES FOR TAXES DUE CALENDAR YEAR 2000

Shift
$137,500
10,600
138,300
91,600
222,300
224,200
10,200
61,000
28,900
3,900
52,300
3,700
60,300
71,000
45,900
29,200
1,494,500
111,300
50,100
35,800
164,100
23,200
32,400
38,200
16,100
16,600
581,500
2,400
179,500
22,500
467,000
443,300
26,000
270,000
8,900
312,600
1,205,600
119,000
113,000

$6,924,500
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LOCAL REVENUE IMPACT OF EXEMPTING INTANGIBLES BY DISTRICT
1999 ASSESSED VALUES FOR TAXES DUE CALENDAR YEAR 2000

Didtrict Name Loss Shift

County Current Expense $133,300 $1,104,800
County Road 174,000 564,100
Cities 225,800 1,290,200
Local Schools 0 3,163,000
Libraries 233,000 50,200
Hospitals 82,700 67,900
Fire Digtricts 517,900 305,100
Metro Park 8,900 8,000
EMS 47,900 115,700
Ports 20,100 209,200
Other Didtricts 23,000 46,300
Totd $1,466,600 $6,924,500

The state property tax levy experienced shifts totaling $2,752,000 for taxes due in calendar year
2000. The state levy was at its maximum alowable levy and any increase in value due to
intangibles would only cause a lower tax rate with resulting shifts.

One measure of the impact of the intangibles exemption is its impact on a typical homeowner.

What would be the tax savings for a $100,000 home if the value of intangibles were added to the
tax base? The dollar savings for taxes due in calendar year 2000 are estimated at $2.96.

LEGAL ACTIVITY RELATED TO THE EXEMPTION
OF INTANGIBLE PERSONAL PROPERTY

This section contains a description of legal activity in Washington State and nationally with
emphasis on the 14 western states.

Lega Activity in Washington State

The Department conducted a survey of 39 counties that revealed few cases or appeals related to
intangibles. Four counties responded that they have pending appeals. Most appeals reported in
these counties are at the level of the local Board of Equalization.

Kitsap County reported one property owner who has recently paid taxes under protest, an
indication of possible future litigation where intangibles are an issue; the amount of value
reduction asked for by the taxpayer was not indicated.

Adams County reported that it had three appeal's outstanding that are awaiting decisions from the
local Board of Equalization and the State Board of Tax Appeals.
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King County did not provide details on its current appeals relating to the claim of the unlawful
inclusion of intangible personal property in its assessments. However, a Department of Revenue
check with the local Board of Equalization indicates that there have been no decisions rendered
in King County where intangibles have been raised as an issue. Two property taxpayers,
however, have recently petitioned the Board citing intangibles specificaly as an issue. The two
taxpayers have requested that their assessed values be lowered by a combined $5.2 million.

King County also has at least one outstanding Superior Court case pending where intangibles are
cited as an issue and for which a value reduction of $18 million is being sought.

Snohomish County has an appeal pending in the local Board of Equalization concerning the
value of ahotel. The taxpayer alleges an over-assessment of $1.1 million, of which the inclusion
of intangible value is one of several issues.

There have not been any cases at the State Board of Tax Appealsin the last two years (since the
legislation passed) in which decisions have been made on the unlawful inclusion of intangibles.
The Board' s representative indicated that the subject of intangibles has been part of the
discussion in severa cases. However, no decisions or reductions in value have been directly
associated with intangible personal property assets.

Legal Activity in Other States

The Department surveyed other states with emphasis on its western neighbors on current
litigation where intangible personal property is an issue. Washington is a member of the
Western States Association of Tax Administrators (WSATA) and arelated organization called
the Western States Association of Tax Representatives (WSATR). The fourteen states
represented by both WSATA and WSATR are Alaska, Arizona, Caifornia, Colorado, Hawaii,
|daho, Montana, Nevada, New Mexico, Oregon, Texas, Utah, Washington, and WWyoming.

The few noteworthy cases in the WSATA/WSATR states include a June 9, 2000, decision from
the Utah Supreme Court which issued a determination concerning intangibles and valuation
methodologies in Utah Railway Co. v. Utah State Tax Commission, 2000 UT 49, 5 P.3d 652
(2000). Utah Railway contested several aspects of Utah’s Property Tax Division’s valuation.
Specifically, the Railway asserted that the Division employed methodologies that improperly
included intangible assets, which are not subject to taxation under constitutional and statutory
provisions. The Railway also argued that the Utah State Tax Commission had a constitutional
and statutory duty to make practicable and reasonable attempts to segregate intangibles from
tangible personal property and deduct their value from the overal valuation of the Railway.
However, when this case was argued before it, the Commission did not address Utah Railway’s
arguments concerning the separation and removal of intangibles for purposes of establishing
taxable value, nor did it explain its reasons for refusing to address the issue. Because the Tax
Commission failed to address the separation and removal of intangibles from the taxable value of
the Railway, the Supreme Court remanded the case back to the Tax Commission. The Tax
Commission was ordered to consider the methodol ogies employed by the Property Tax Division
and to determine whether they violated constitutional and statutory proscriptions against the
taxation of intangibles.

Page 18



In Wyoming, RT Communications, Inc. and Union Telephone Co. v. The State Board of
Equalization of the State of Wyoming, 2000 Wyo. Lexis 198 (decided on 9/20/00), three
telephone utility companies purchased telephone exchanges, distribution, and other assets
including certificates of convenience and necessity from a large regional telephone utility. The
telephone companies argued that the unitary method of valuation improperly included
nontaxabl e intangible personal property. The court found that the unitary method, which values
a company as awhole statewide working unit, was a rationa valuation method for determining
fair market value. Intangible property can be used in the unitary method as an element in the
valuation of the tangible property to the degree that the intangible property enhances the value of
the tangible property.

Similarly, in Beaver County, Davis County, Juab County, Millard County, Morgan County, Rich
County, Salt Lake County Summit County, Tooele County, and Utah County v. WilTel, Inc., and
Utah State Tax Commission, 2000 UT 29, 995 P.2d 602 (2000), the Utah Supreme Court stated
that the increase of property value that results from both property and market components,
however incorporeal, are not separately quantifiable as intangibles. The value of utility property
cannot be regarded as merely land, buildings, and other assets. Its value depends on the
interrelation and operation of the entire utility as aunit. Many of the separate assets would be
practically valueless without the rest of the system.

Outside of the Western states, the Supreme Court in Wisconsin issued an opinion that supports
the income approach in valuing of complex commercia property. In ABKA Limited Partnership
v. Board of Review of the Village of Fontana-On-Geneva-Lake, 231 Wis. 2d 328 (1999), ABKA
argued that the assessments made by the Board of Review improperly included income from the
management of separately owned off-site condominiums and incorporated erroneous data and
methodology. ABKA asserted that the income data improperly included intangibles in the
valuation of its property. The Supreme Court held that ABKA’s management income was
income attributable to the land, rather than personal to the owner, and was inextricably
intertwined with the land. Therefore, it was transferable to future purchasers. Therefore, it was
proper to include the income data in the land’ s assessment because it appertains to the land and
enhances its value.

Very few cases concerning the taxation of intangibles in the WSATA/WSATR states have been
argued at the state supreme court, court of appeals, or federal court level since the beginning of
1997. The taxation of intangibles in Wyoming and Utah is similar to taxation of intangible
personal property in Washington. The taxation of intangibles in Californiais so unique that any
comparison of the case law from it and the case law from other states will not provide any useful
information.

Wisconsin is the only state with litigation involving locally assessed property. The Wisconsin
court affirmed the use of the income approach to valuation. In decisions in states outside the
Western states, the courts have generally held that the unitary method of valuation is appropriate
where intangible personal property is claimed to have been included in an assessment of
centrally-assessed utility companies. They have also held that if the intangible attributes of the
business enhance the value of the land, the intangibles can be included within the income method
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of valuation and do not have to be removed. Accordingly, intangible personal property can be
used as an element in the valuation of the tangible property to the extent that it enhances the
value of tangible property. These decisions support the current valuation methods used by
Washington.
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CHAPTER 3: CONCLUSIONSAND RECOMMENDATION

State and Local Impact of Exempting Intangible Personal Property

Although the actual value loss for the 1999 assessment year is somewhat higher than expected
for state-assessed property, the actual value loss for locally-assessed property is significantly less
for those counties that reported to the Department. For state-assessed property the actua value
loss was $775 million compared to a fiscal note forecast of an $833 million loss. For locally-
assessed property the reported value loss was $161 million compared to an estimated $1.153
billion.

For taxes due in calendar year 2000 losses to local property tax districts totaled $1,466,600 while
shiftsin local property tax levies were $6,924,500. The state property tax levy experienced shifts
totaling $2,752,000 for taxes due in calendar year 2000.

One measure of the impact of the intangibles exemption is its impact on a typical homeowner.
What would be the tax savings for a $100,000 home if the value of intangibles were added to the
tax base? The dollar savings for taxes due in calendar year 2000 are estimated at $2.96.

Legal Activity Related to the Exemption of Intangible Personal Property

There are no recent cases in the state of Washington that specifically address the inclusion of
intangible personal property in assessments. Cases are pending in boards of equalization in
Snohomish, King and Adams Counties, the Board of Tax Appealsin Adams County, and a
circumstance in which ataxpayer has paid under protest in Kitsap County Superior Court.

Courts have upheld the unitary method of valuation. They have also held that if the intangible
attributes of the business enhance the value of the land, the intangibles can be included within
the income method of valuation and do not have to be removed. Accordingly, intangible
personal property can be used as an element in the valuation of the tangible property to the extent
that it enhances the value of tangible property. These decisions support the current valuation
methods used by Washington.

Recommendation

Because of uncertainty over long-term effects, it is recommended that the Department prepare a
periodic study of the tax shifts and losses and litigation results.
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APPENDIX A
COMPLETE TEXT AND FISCAL NOTE: ESSB 5286, 1997 SESSION

ENGROSSED SUBSTI TUTE SENATE BI LL 5286

State of Washi ngton 55th Legislature 1997 Regul ar
Sessi on

By Senate Committee on Ways & Means (originally sponsored by Senators
Horn, Benton, West, MCaslin, Wod, Prince, Roach, MDonal d, Hal e,
Sel | ar, Anderson, Deccio, Johnson, Oke, Morton, Zarelli, Swecker
Hochstatter, Schow and Stranni gan)

Read first tinme 03/10/97.

AN ACT Relating to intangible personal property; anendi ng RCW
84. 36.070; adding a new section to chapter 84.48 RCW and creating new
sections.

BE | T ENACTED BY THE LEG SLATURE OF THE STATE OF WASHI NGTON

Sec. 1. RCWB84.36.070 and 1974 ex.s. ¢ 118 s 1 are each anended to
read as foll ows:

(({- The following -})) {+ (1) | +}ntangi ble {+ personal +}
property (({- shall be -})) {+ is +} exenpt fromad val orem
taxation(({- : -})){+ .

(2) "Intangible personal property" neans:

(a) +} Al noneys and credits including nortgages, notes, accounts,
certificates of deposit, tax certificates, judgnents, state, county and
muni ci pal bonds and warrants and bonds and warrants of other taxing
districts, bonds of the United States and of foreign countries or
political subdivisions thereof and the bonds, stocks{+ , +} or shares
of private corporations(({- , -})){+ ;

(b) P +}rivate nongovernnental personal service contracts (({- or -
})){+ , +} private nongovernnmental athletic or sports franchises{+ , +}
or private nongovernnental athletic or sports agreenents provi ded that
(({- such -})) {+ the +} contracts, franchises{+ , +} or agreenents do
not pertain to the use or possession of tangible personal or rea
property or to any interest in tangi ble personal or real property{+
and

(c) Oher intangible property such as tradenmarks, trade nanes,
brand names, patents, copyrights, trade secrets, franchi se agreenents,
licenses, permts, core deposits of financial institutions, nonconpete
agreenents, customer lists, patient lists, favorable contracts,
favorabl e financi ng agreenents, reputation, exceptional nmanagenent,
prestige, good nane, or integrity of a business.

(3) "Intangible personal property" does not include zoning,
| ocation, view, geographic features, easenents, covenants, proximty to
raw materials, condition of surrounding property, proximty to markets,
the availability of a skilled work force, and other characteristics or
attri butes of property.
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(4) This section does not preclude the use of, or pernt a
departure from generally accepted apprai sal practices and the

appropriate application thereof in the valuation of real and tangible

personal property +}.

{+ NEWSECTION. +} Sec. 2. A new section is added to chapter

84.48 RCWto read as foll ows:

(1) In equalizing personal property as of January 1, 1998, the
departnent shall treat intangible personal property in the same nmanner
as intangible personal property is to be treated after the effective

date of this act.
(2) This section expires Decenmber 31, 1998.

{+ NEWSECTION. +} Sec. 3. This act shall not be construed

to

amend or nodify any existing statute or rule relating to the treatnent
of conputer software, retained rights in conputer software, and gol den

and nmaster copies of conputer software for property tax purposes.

{+ NEWSECTION. +} Sec. 4. Nothing in this act is intended
i ncorporate and nothing in this act is based on any other state's
statutory or case | aw

{+ NEWSECTION. +} Sec. 5. |If any provision of this act or
application to any person or circunstance is held invalid, the
remai nder of the act or the application of the provision to other
persons or circunstances is not affected.

{+ NEWSECTION. +} Sec. 6. This act is effective for taxes
for collection in 1999 and thereafter

--- END ---

to

| evi ed
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| ndividua

State Agency Fiscal Note

Bill Number: E SSB 5286

Part |: Estimates

Titlee AN ACT Relatingtointangible
personal property

Agency:
Department

140
of Revenue

[ 1 NoFiscal Impact

Estimated Cash Receiptsto:

Fund

Fiscal Year 98

Fiscal Year 99

1997-99 Total

99-01 Biennium

01-03 Biennium

GFE-STATE Property Tax

$ (589,000)

$ (589,000)

$  (5,712,000)

$ (15,737,000

GF-STATE

GF-STATE

GF-STATE

Other (specify)

Total

0.00

$ (589,000)

$ (589,000)

$ (5,712,000)

$ (15,737,000

Estimate Expenditures from:

Fiscal Year 98

Fiscal Year 99

1997-99 Total

99-01 Biennium

01-03 Biennium

FTE Staff Years 0.14 0.14
Fund
GF-State 001-1 $ 17,900 $ 17,900
GF-Federal 001-2
Other (specify)

Total| $ 17,900 $ 17,900

The revenue and expenditures estimates on this page represent the most likely fiscal impact. Factorsimpacting the
precision of these estimates, and alternate ranges (if appropriate), are explained in Part I1.

Check applicable boxes and follow corresponding instructions:

[X] If fiscal impact is greater than $50,000 per fiscal year in the current biennium or in subsequent biennia,
complete entirefiscal noteform Parts|-V.

[ ]!f fiscal impact islessthan $50,000 per fiscal year in the current biennium or in subsequent biennia,

completethis pageonly (Part I).

[ ] Capital budget impact, complete Part 1V.
[X] Requires new rule making, complete Part V.

L egislative Contact: Bob Longman Phone: 786-7139 Date: 3/21/97

Agency Preparation: Don Gutmann Phone: 586-0299 Date: 3/24/97

Agency Approval: Don Taylor Phone: 753-5569 Date: 3/27/97

OFM Review: Phone: Date:
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Part 11: Narrative Explanation

1. A - Brief Description Of What The Measure Does That Has Fiscal | mpact

Section 1 adds to the list of intangible personal property currently exempt from taxation under the RCW 84.36.070.
Added to the meaning of intangible personal property are intangible assets, which are to include, but are not limited
to: trademarks, trade names, brand names, patents, copyrights, trade secrets, franchise agreements, licenses, permits,
customer lists, patient lists, reputation, prestige, and good name.

Section 2 provides that the Department of Revenue, in equalizing the personal property of intercounty and interstate
utility that it values shall, as of January 1, 1998, treat intangible personal property in the same manner as provided in
Section 1.

Section 3 makes clear that the changes in this measure are not to be construed to amend or modify any existing
statute or rule relating to the treatment of computer software, retained rights in computer software, and golden and
master copies of computer software for property tax purposes.

Section 4 indicates that this measure is not intended to incorporate, and nothing in the act is based on, any other
state’ s statutory or case law.

Section 6 provides that the measure is effective for taxes levied for collection in 1999 and thereafter.

I1. B - Cash Receipts Impact
ASSUMPTIONS/ DATA SOURCES
Thelossin valuefor state assessed utilitiesis estimated at $791 million for taxes duein calendar year

1998. This estimate was reached with industry input. Representatives of utility companies were asked
what reduction in value would be expected if intangible assets became exempt.

Thelossin value for locally assessed propertiesis estimated at $1.018 billion for taxes due in calendar
year 1998. Thislosswas estimated through an analysis of ratio study appraisals. The difference
between cost and market val ue was assumed to represent the val ue of intangible assets.

AUDIT ASSESSMENTS (Impact resulting from recent audit activity)

N.A.

CURRENTLY REPORTING TAXPAY ERS (Impact for taxpayers who are known or estimated to be
currently paying the tax in question)

The state school levy will experience aloss of $1.1 million for taxes due calendar year 1999. Shifts of
property taxes to homeowners and to businesses without intangible assets will total $5.1 million during
calendar year 1999. Lossesin calendar year 2000 will be $1.1 million while shiftswill total $5.5 million.

The effects of this proposal were simulated on local taxing district datafor property taxes due in calendar
year 1996. Local taxing districts would experience aloss of $2.5 million with shiftstotaling $13.7 million.

OFM Form FN (10/95)
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TAXPAYERS NOT CURRENTLY REPORTING (Although some taxpayers may not now be paying the tax
in question, some of themwill become aware of their liability in the future, as a result of normal enforcement
activities or education programs by the Department. The impact for such taxpayersis based on the
Department’ s studies of average tax compliance)

N.A.

TOTAL REVENUE IMPACT:

State Government (cash basis, $000):

FYy 1998 -
FYy 1999 -
FY 2000 -
Fy 2001 -
FY 2002 -
FY 2003 -

Locd Government, if applicable (cash basis, $000): See text above.

I1. C - Expenditure I mpact

Loss
$ 0
(589)
(1,093)
(4,619)
(7,685)
(8,052)

Shift

2,820

5,319

2,464
0
0

(Contact: Jim Thomas, 586-0722)

This proposal would require the amendment of two existing administrative rules. The Department uses
administrative rules to explain the net effects of several statutes affecting the same subject. Thetotal cost of drafting

the proposed rule changes, holding hearings, printing and distributing copies of proposed and final ruleswould be

approximately $18,000. These rules would be placed on the agency’ s rule making docket, and the Department would
attempt to absorb the rule making costs. However, should this bill and others pass which require the Department to
create or amend additional rules beyond the scope of the agency’ s existing resources, it is possible that rule making
might be delayed or that the agency would need additional resourcesto complete these rule changes.

Part I11: Expenditure Detail

[11. A -Expenditures by Object or Purpose:

Fiscal Year 98 | Fiscal Year 99 | 1997-99 Total ]99-01 Biennium|01-03 Bienniumn

FTE Staff Years 0.14 0.07
Salaries and Wages $ 6,600 6600.00]
Employee Benefits 1,800 1800.00]
Personal Service Contracts
Goods and Services 8,900 8900.00]
Travel
Equipment $ 600 600.00
Grants and Subsidies
Debt Service
Interagency Reimbursement

Total| $ 17,900 $ 17,900

OFM Form FN (10/95)
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[I1. B - FTE Detail:

Job Classification Salary FY 98 FTEs FY 99 FTEs 1997-99 Total 1999-01 2001-03
Review $46,900 0.010 0.010
Tax policy $54,400 0.010 0.010
TAX POLICY SPEC 3 $50,532 0.096 0.096
TAX POLICY SPEC 2 $44,653 0.010 0.144
HEARINGS SCHEDULER $26,146 0.011 0.02
TAXPAYER SERVICES
Total 0.14 0.14

I11. C - Expenditures by Program (optional)

Program

Fiscal Year 98

Fiscal Year 99

1997-99 Total

99-01 Biennium

01-03 Bienniun

Total

Part IV: Capital Budget Impact None.

Part V: New Rule Making Required

This bill would require the revision of two admin